MISSOURI'IS FALLING BEHIND:

How an Updated Regulatory Process Can Help Build a Smarter Energy Grid,
Better Serve Customers & Hold Utilities Accountable

Background and History

The existing regulatory framework for
Missouri's electric utilities was, in large
part, developed more than 100 years

ago. Since then the industry has changed
dramatically and faces madern challenges
that couldn't have been imagined a
century ago. To build a smarter energy
urid and provide customers with the
convenience, choices and controls
they increasingly expect from their
energy provider, Missouri's regulatory
process needs to be modernized.

During the first several decades of the
electric industry's evolution, the primary
challenge was constructing the electric
system fast enough to meet the burgeoning
demand for electricity. Service termtories
also were created, which prevented a
jumble of poles and wires built by multiple

Electric usage is declining.

enable a stronger grid.
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That means fewer $ available to
invest in a smarter grid. Regulatory
reform to suppori investment
would benefit customers and
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competing companies in local communities,
an efficiency that kept costs lower for
CONSUMETS.

During the infancy of the industry, the

rate case process fook 11 months to allow
for paper records to be gathered and for
revenue requirements and rates to be
calculated using adding machines At this
time the use of "historical test years” to set
future rates arguably provided an adequate
praxy hecause rapid growth in usage paid
for the cost of the necessary investments
to serve new customers and funded other
cost increases. Moreover, in 1913 when
the Missouri Public Service Commission
(PSC) laws were enacted, deflation was
just as likely as inflation. In fact, prices in
the United States in 1913 ware actually
lower than they had been in 1800, further
supporting the use of historical costs as a
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In the decades after 1913, the regulatory
model continued to work as a result of
robust load growth Electrification of homes,

widespread use of electric lighting and the

development of electric appliances drave
that demand through the 1920s In the
1930s, the Depression dampened electric
load growth, but it also resulted in deflation,
which lowered electric utility costs. In the
decades after Warld War Il, growth in
population, expansion into new suburhs,
additional electric appliances, and perhaps
most significantly the widespread use of air
conditioning continued to fuel reliable lnad
growth year after year In the 1980s and
1990s, the introduction of electronic devices
and big screen TVs resulted in continued
load growth.

But in recent years, the electric industry has
experienced a sea change. Electric utilities
now operate in an environment with little

or no load growth, and moderate inflation

is persistent. As we face a critical need tn
replace and modemize aging infrastructure,
wa also are seeing increasing customer
expectations at a time when rapidly evolving
technology could materially change the
landscape for vertically integrated utilities.

One thing is clear today: The
regulations that worked in 1913 no
longer work today. That's because
these outdated policies do not facilitate
optimal service for customers ata

time when utilities need to ramp up
investments while protecting their
long-term financial integrity.



An example of an investment need in
Missouri is illustrated at right, which
highlights the more than 800 substations
on Ameren Missouri's system. The
replacement cost of those substations
that are four decades old or older is
more than $1 billion.

In short, Missourl's outdated energy policies
are causing our state to fall behind when it
comes to investing in our electric gnd. This
makas it more difficult to meet consumers’
increasing expectations for affordable and
dependable electricity AND it restricts

our state's job growth and economic
development If Missouri is to keep up with
other states, there is no question that the
existing regulatory framework needs to be
updated to address these modern challenges
and oppartunities
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The grid is aging. Missouri needs to update
century-old regulations to encourage investment
in a smarter, stronger grid.

Replacement Value of Substation Assets by Age

250 5

2

150

: I I I | l
et

G100 1115 1620 2118 263 3135 %40 4145 9650 5155 5660 B1AS GBI

Doliars (In Millions)

a

Time (In Years)

State Comparison of Electric Utility Mechanisms for Infrastructure Investments

Legend

@ Strongly

Supportive
Palicies

Moderately
Supportive
Policies

i - Minimatly

1 Supportive
Polictes

Source Edison Elecing,
Institute, Pacific Feovomics
Group Researeh and
Ameren Analysis

Despite these facts, in recent years there have been some who argue that everything is going fine and there is no need to

change a century-old regulatory process. This “everything is OK" view fails to assess not only the recent landscape, but factors
we need to address and plan for in the years to come in light of new technology and increasing customer expectations. In the

following sections we explain why some of these arguments do not withstand scrutiny.
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Rates and Regulatory Reform

One such argument for the status quo is
“Rates are low, so there is no need to
change " [t is true that Ameren Missouri is
the lowest-cost energy provider in Missouri
with electric costs that remain about 20%
below the national average. But over the
last decade the electric costs in Missouri
have increased faster than almost any other
state Let's look specifically at the data

On Aug. 24, 2016, a lobbyist representing
the Missouri Industrial Energy Consumers
(MIEC) testified before the Senate Interim
Committee on Utility Regulation and
Infrastructure lnvestmant Part of the group’s
message was that electric costs remain
low - citing June 2015 data from the U.S
Energy Information Administration (EIA]
The conclusion The fact that rates are low
in Missouri means the current regulatary
framework, established in 1913, must be
warking fine  This assessment dogs not
withstand additional sceuting

Under the current system, Missouri's electric
rates are going up more quickly than the
national average, and our state is on track 1o
lose its low-cast advantage A comparison of
electric rates from 2007 to 2016 reveals the
following trend line:

e Today in the United States, four
states have not updated their utility
laws (Missouri, ldaho, West Virginia
and Montana). Three of these four
states have had the most significant
electric rate increases during the
time period shown on the table on
the next page.

o West Virginia, 70% increase
o ldaho, 64.1% increase
o Missouri, 46.7% increase

o Compare this to states that have
some version of performance-based
rates or have implemented other
significant regulatory reforms.
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Those states had more stable and
predictable cost adjustments,

~ yet moved forward with grid
modernization:
o Florida, -2.8%
o Mississippi, 6%
oo Alabama, 24 5%

o From 2007 to 2016 Missoun's electric
costs (inclusive of all electric utilities in
the state) increased faster than 47 other
states, increasing 46.7% . This increase
is four times the national average.

The numbers speak loud and clear
Missourians want stable and predictable
electric costs, but the current 100-year-old
process is volatile, unpredictable and has done
iittle to hmit how fast rates have gone up

.' Diein _‘pa}t
o a century-old

requlatory system,
Missouri enetgy.
costs haverisen
fourtimesthe
national average.




Changes in Electric Rates in the 50 States Since 2007
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June 2007/e/kWh
Wast Virginia 514
fiieho 516
Wyorming ]
Washington 6 22
Kentucwy 627
Indiana 6.46
Nebraska 6 69
Morth Dakota 6.76
Arkansas 6.78
Oragon £.84
Utah 6.96
Snuth Dakota 703
lowa 110
lennessee 714
South Carnling 122
Virginia 728
New Mexito 750
Kansas 751
Oklahoma 161
Missouri 162
North Carolina 768
Manrtana 768
Alabama 192
Minnesota 808
Uhip H1z
Golorado g.17
Gieurgia 823
Mizsissipp .33
Liwisiand 835
Wissonsin R
fitingis 567
Arizona B.62
Michigan B 88
Pennsytvania .31
Nevada 10.09
Florida 10.30
Taxas 1057
[elaware 1150
Vermont 12.02
Marylan 12.31
District of Columbia 12.39
Maine 12.83
Alaska 12 He
Rhode islamd 13.78
Caiifornia 13.59
New Hampshire 14,02
Nevi Jersey 1487
Massachisets Ih 46
favy York 1617
Connecticut 16.24
Hawan 2081
Us Total 947
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June 2016/e/kWh
Loulsiana 705 ‘i
Washington 157 !
Okiahoma 80
Wyoming 829 |
Kentucky B.42 !
Arkansas 8.4 ‘
Texas 8.44 ,
idaho 847 :
West Virginia 8.74 |
Nevada .82 1
Oragon 887
Mississippi 883 E
Indiana .06 '
Montana 815
Tennessee 929 ;
North Carolina 9131 !
lilino:s 9
North Daketa 946 |
New Mexico 9 b1 .
Virginia 964 l
Nebraska 3649 |
Utah 97 |
(hio a77 !
Alabama 986 '3
Florida 1601 |
Fennsylvania 10 04
South Dakota 1910 ‘
Minresnta 117 |
Georga 1012 .
South Garoling 1013 i
lowi 10.20 ‘
Colorado 10.30 ‘
Kansas 1093 i
Delaware 11,05 :
Arizona 11.09 1
Michigan RE !
Missouri 11.18 5
Wiseonsimn 1137 }
District of Columbia 11,85 .
Maryland 12.33
Maine 1245 i
New Jarsay 14.21 |
Vermont 14,57 i
Nev York 1500
New Hampshire 1516
Rhadte sland 16 02
Massachusett: 16 (4 i
California 1624 ‘
Connecticul 1763
Alaska 1875
Hawsai: 2390
US Total TS
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15 6%
-7 2%
A A%
A 4%
-3.9%
30%
-28%
0.2%
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o The Purchased Gas Adjustment (PGA) charge far gas utilities is
set hased on some projectad data and allows for 100 percent
recovery of prudently incurred gas costs. In contrast, the electric
Fuel Adjustment Clause (FAC} is based on historic data and allows
far recovery of only 95 percent of the change in net energy costs
hetween rate cases.

e Rates of return on equity (ROE) far gas vtilities have on accasion

~beensetata high level compared to the national average. For
example, in File No. GR-2014-0152 decided in December 2014,
Liberty Utilities was granted an authorized ROE of 10% . In
contrast, in their most recent cases, Ameren Missouri and Kansas
City Power & Light Company were granted authorized retums
of 953 percent and 9.5 percent respectively, well below the
national average for integréted electric utilities, which is generally
considered to be a riskier business than the natural gas utility
husiness

The point is not that Missouri's regulation of gas utilities is perfect
or to imply that there should not be improvements to the regulatory
structure for natural gas utilities. There are some improvements

to gas utility regulation that would be warranted and that Ameren
Missouri has supported and will continue to support. But Missouri's
gas utilities do not face the same level of difficulty with
regulatory lag and unrecovered fixed costs that Missouri's
electric utilities face. Moreover, in general Missouri's gas
utilities do not face the same wave of critical investment
needs because their systems have been, to a larger degree
than electric utilities, replaced and upgraded in the past
decade or so with the help of the ISRS statute.

Recent comments from BRA bear this out Inits July 21, 2016,
nublication of State Regulatory Evaluations, RRA stated

"RRA is maintaining its Average/2 ranking of the Missour
jurisdiction at this time, but is mindful of the fact that the 2016
legislative session concluded without action being taken on a
bill that would have altered the state’s ratemaling framework
to address ‘regulatory lag " The issue is of particular concern
to Missouri's electric utilities, and the matter is now being
considered buth by an interim legislative committee and the
PSC Although the utilities are generally supportive of potential
changes to the regulatory paradigm, recent comments from
the public counsel were dismissive of regulatory lag concerns
Should the legislature or PSC fail to take action to
address these concerns, a reduction in the ranking may
be justified. {emphasis added)’ (See Appendix A, pp 1-2)

Clearly the outcome of this proceeding, and the legislative
committee hearings, are being carefully watched by RRA to
see if regulatory lag for electric utilities is addressed.

investar services companies, better barometers of investor sentiment
than BRA, have alsn recognized the difficult requlatory environment
Missouri electric utilities face, and the opportunities for improvement
For example, in a "Sector In-Depth” report published on Mav §, 2015,
Moody's Investors Service listed Missouri in a category of "less
credit-supportive” states that included New Mexico, Kansas,

and Montana.

Maody's said that electric utilities in Missouri face greater regulatory
lag compared with most electric utifities in most other states that are
considerad credit-supportive because.

o There are limited opportunitiss for interim rate adjustments.

e Theuse of a historical test year in rate cases contributes to langer
lag times

o Historically, allowed returns on equity in Missouri are lower than
industry average

o (ther types of utilities in Missouri have shorter lag times

Maody's analysis was reflected i its Credit Opinion for Ameren
Missouri issued one month later, on Dec. 8, 2015, in which it stated
“We consider Missouri's regulatory environment to be stable but still
challenging as it has limited interim base rate recovery mechanisms,
resulting in longer regulatory lag, and tends to be more litigious .
Examples of the MPSC's limited credit supportiveness include a lack
of a forward test year, the nability to include construction work in
progress (CWIP) in rate base, and no tracker for capital investments
far electric utilities "

Other credit rating agencies’ reports reference similar problems: For
example, in a Full Rating Report issued by Fitch Ratings earlier this
year, the challenging regulatory environment in Missouri was cited.
Fiteh stated "Regulatory lag due to the use of an historical test year
in setting rates, the absence of CWIP in rate base, and an extended
review period, remains a credit concem

(On a more positive note, investor services companies have recognized
that an improvement in the regulation of electric utilities in Missouri
15 possible. Both Mondy's and Fitch recognize that possibility in their
reports In addition, Wolfe Research, a well-respected investor
research organization, specifically cited the existence of

this proceeding and the Senate Interim Committee on Utility
Regulation and Infrastructure Investment meetings as positive
signs that improvements to Missouri's regulation of electric
utilities could be forthcoming. The bottom line is that, RRA and
investar services nrganizations recognize the problems that requlatory
lag is causing Missouri’s electric utilities and the opportunities

that Missoun has to addiess these issues, which will benefit all
stakeholders, including Missouri’s consumers






Reliability and Regulatory
Refarm

Another argument that misstatas the need
to reform our outdated regulatary system:
“Reliability is high, so there is no need

to change ”

While it's true that Ameren Missouri

has worked to keep reliability high,
additional context is helpful to understand
measures associated with electric service
dependability for customers. The Missouri
Public Service Commission's (PSC)
infrastructure rules require that we track
cartain metrics, including

s SAIDI (System Average Interruption
Duration Index), which measures the
average outage duration in minutes
experienced by all customers served
by the distribution system. A SAIDI
of 60 would indicate that on average
each customer served would have
experienced 60 minutes of outage
time in the year

o SAIF (System Average Interruption
Frequency Index), which measures the
average number of outages experienced
by all custamers served by the
distribution system. A SAIFLof 1.0 would
indicate that, on average, each customer
served would have experienced oneg
power outage in the year.

e CAIDI (Customer Average Interruption
Duration Index), which measures the
average outage duration in minutes
experienced by those customers who
actually experienced one or more
outages. A CAIDI of 60 would indicate
that each outage experienced by those
customers wauld average 60 minutes in
duration

There 1s also another common industry

metric that we rely upon to assess
reliability

Outage Minutes
~ Per Customer
. 2006-2015
- Ameren Missouri
has a third quartile
position on CAIDI.
g
g
=2
(=]
B
g 2
EE
s =
wn o —
St
s :
g =
4]
=)
R
2006 w | s o
. AmerceMO 126 120 ‘ 128 124
- Quartile | 82 B BX]
— Qurtila2 108 0 | ne 102
s (Quiaittile 3 [T I ¥ B K13 121

» CEMiI;3 (Customers Experiencing
Multiple Interruptions), which measures
the percentage of all customers
served by the distribution system who
experienced three or more outages
A CEMIy of 10 percent would indicate
that 1 in 10 customers would have
experienced 3 or more outages
in the year

While Ameren Missouri 15 pleased that

our performance ranges from the top half
to the top quarter of our peers on three of
these four metrics, looking at these numbers
nalistically indicates that there are pockets
where our reliability i1s not where we would
like it to be For example, although our
CEMIq metrics compare favorably to our
peers, there are still a significant number
of customers who experience three or more
outages per year. Moreover, when outages
occur, our third quartile position on CAID
indicates that custumers are out of service
for longer durations than customers taking

CAIDI 2006-2015

This indicates that customers are out of
service for longer durations than customers
taking service from more than half of Ameren

Missouri's peer electric utilities. Thisisa
symptom of a grid thatjis aging. A modernized |
grid allows a utility to identify and correct

faults on the system more quickly.
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service from more than half of our peer
electric utilities.

Both of those results are symptoms of
a grid that is aging, and of a grid that
would benefit from modernization.

* A modernized grid generally allows
the utility to identify and correct
faults on the system that cause
outages more quickly.

A modernized grid allows for faster
restoration of service because smart
devices allow the utility to locate
problems on the system more quickly
and perform automatic switching

to restore power to customers in a
matter of seconds. This is quicker
than dispatching a lineman to the
field to visually identify the problem
and perform the switching manually.

e A modernized grid could actually
prevent some outages from occurring
in the first place.



Credit Ratings and Regulatory Reform

We've heard some opponents of regulatory reform incorrectly say “Utility financing and credit ratings are strong, S0 1o improvement is needed ”

2015 U.S. Ranking of State Regulatory Policies
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A faw stakeholders have cited the Regulatory Research Associates Why? First, the RRA ranking is based on the regulatory environment in

(REA) ranking of the Missouri requlatory environmient as "A2"— Missouri as applicable to all utilities—electric, natural gas and waler

meaning average -— as support for the position that substantive included. As the ownes of both an electric and gas utility, Ameren

improvements to Missourt's regulation of electric utilities are Missouri knows that gas regulation in Missourt provides some
unnecessary. For example: henafits not avallable to the electric industry In particular

o The: Midwest Energy Consumers’ Group's (MECG) mnitial o The Infrastiucture System Replacement Surcharge (ISRS) that 1s
comments state: “Clearly, given this AZ rating, the Missouri avalable to gas and water utilities greatly reduces regulatory lag
Commission is fulfilling its duty to balance the interests of utility for the capital projects to which it applies. Ne such mechanisim
shareholders and customers.” is available for electiic capital projects.

o Sinilarly, Missouri Industrial Energy Consumers’ (MIEC) o The rate design in effect for gas utilities ensures that a substantial
initial comments state: “This [the A2 rating] is reflective of the portion of fixed costs are recovered throl igh fixed charges —either
palance that the Missouri regulatory process has achieved . It is a customer charge or a fist block usage charge that nearly all
certainly important to recognize that from an investor point of view, customers usage exceeds every month. In contrast, almost fi
Missouri’s requlatory process is considerail to be constructive.” fixed costs of electric utilities are recovered thinugh variable

Ameren Missouri believes these views are based on a clear charges. making them vulnerable to under-recovery when loads

misinterpretation of the RRA ranking. drop.




